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I ntroduction

Good Morning. My nameis Frank Julian. | am Operating Vice Presdent and Tax Counsd for
Federated Department Stores, Inc. in Cincinnati, Ohio. Federated is one of the nation’s leading
department store retailers. We operate more than 400 department stores in 33 states under the
names of Bloomingdad€'s, Macy's, Rich's, The Bon Marché and others. Federated also has a
sgnificant direct mail catd og and eectronic commerce businesswith its Fingerhut, Bloomingdale' s
By Mail, bloomingdaes.com and Macys.com subsdiaries.

Although Bloomingdale's By Mail, bloomingdaescom and Macys.com are each separate
subgdiaries, they collect sdes tax on sdes into any state where Bloomingdae' s and Macy’s,
respectively, have department stores.

| am heretoday on behdf of theInternet Tax Fairness Codition (“ITFC”). Thel TFCisanadliance
of business, consumer, retaill, technology and communications companies and industry groupsthat
promote clear and smpletax rulesfor the borderless marketplace. | aso chair the Tax Committee
of The Direct Marketing Association. The DMA is one of the members of the ITFC.

Summary of Postion

The myriad of confusing and inconsistent state and local salestax systemsin existencetoday places
tremendous burdens interstate commerce and the economy. The ITFC believes that S. 288,
introduced by Senators Wyden and Leahy, representsasgnificant first sep toward unraveling this
confuson. The ITFC supports the following objectives for reducing the tax burdens imposed on
interstate commerce that thwart the development of a borderless marketplace:

Egtablish smple and uniform sdes and use tax rules that reduce compliance burdens for al
taxpayers, and provide a reasonable collection alowance to compensate dl sdlers for the
burdens they must incur in collecting the tax.

Enact nexus sandardsfor business activity taxesthat eiminate uncertainty and the potentia for
double taxation.

Promote availability of the Internet to al by prohibiting taxes on access fees.

Prevent multiple and discriminatory taxation by extending the gpplication of established nexus
rules to remote commerce.

The ITFC supports neutral tax treatment of €lectronic commerce; it does not support the crestion
of a“tax-freeg’ zonefor dectronic commerce. ITFC bdievesitisaso critica to enact gppropriate
bright-line nexus standardsfor businessactivity tax nexus purposesin conjunction with an extenson
of the moratorium and development of uniform and clear rulesfor the taxation of al commerce.



Moreover, the ITFC believesthat Congress should not pass any legidation that would give states
“prior gpprova” to asmplification compact before the details of the smplification areknown and
eva uated.

Discussion

The burdens that the current sales tax systems place on interstate commerce have been well
documented. The Supreme Court recognized theseintolerable burdens on interstate commercein
its1967 decisoninNational Bellas Hess v. Department of Revenue, and againin 1992in Quill
Corp. v. North Dakota. In National Bellas Hess, the Court found that the “many variationsin
rates of tax, in dlowable exemptions, and in administrative and record keeping requirements could
entangle ... interdtate businessin a virtud welter of complicated obligations to locdl jurisdictions
with no legitimate claim to impose ‘afar share of the cost of thelocd government.’”

The hearings conducted by the Advisory Commission on Electronic Commerce (*ACEC”) raised
anawareness, in an unprecedented manner, of thelevel of complexity and burdensimposed by the
current sdestax sysems. By thetimethe ACEC completed its work, there was near universal
agreement that the disparate state sales tax sysemsin place today must be substantialy smplified
and unified—asthey gpply to all sdllers—if they areto survive.

Federated collects and remits more than $1 billion per year in sdes tax for the state and loca
governments where we do business. We incur subgtantial costs in collecting and remitting these
taxes, and in adminigtering the many audits that follow.

While thisis a steep burden for us, it is not one that will put us out of business. The same may not
be said, however, for some smdler companiesor thoselessfinancidly stable. In those cases, such
aburden could put them out of business.

Subgtantid simplification of the sdes tax systems will make it much easer for the Sates to
adminigter and enforce the tax, and will makeit much easer for sellersto comply with tax collection

requirements.

Guiddines for Smplification and Uniformity

ITFC bdieves that amplification and uniformity must be & a leve that eiminates undue and
discriminatory burdens oninterstate commerce. Thel TFC has spent cons derabletime developing
dreft federd legidation that it believes would encourage the states to Smplify and unify their sdes
and usetax systems S0 asto diminate undue burdenson interstate commerce. Some of the specific
itemsin that draft that we bdlieve are crucid to achieving such agod include:

1. A centrdized, one-stop, multi-state regidtration system for sdllers.

2. Uniform definitions for goods or services that could be included in the tax base.
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. Uniform and smple rules for attributing transactions to particular taxing jurisdictions.

. Uniformrulesfor the designation and identification of purchasersand transactionsexempt from
sales and usetaxes, including a database of dl exempt entities and arule ensuring that reliance
on such a database shdl immunize sdlers from ligbility for both under-collection and over-

collection of tax.

. Uniform procedures for the certification of software upon which sdlersmay rely to determine
gpplicable sdlesand usetax ratesand taxability, and immunity from liability for under-collection

and over-collection of tax for sdlers who rely on such software.

. Uniform bad debt rules.

. Uniform tax returns, remittance forms, and filing and remittance dates.

. Uniform dectronic filing and remittance methods.

. State adminigtration of al saes and use taxes in such date.



10. Uniform audit procedures, including a provision giving a sdler the option to be subject to no
more than a single audit per year using those procedures; provided thet if the seller does not
comply with the procedures to eect a sngle audit, any state can conduct an audit using those

procedures. If elected, however, the single audit binds other states.

11. Reasonable compensation for tax collection by dl sdlers.

12. Exemptionfrom usetax collection requirements for remote sdlersfaling below a specified de
minimis threshold of less than $5,000,000 in prior-year gross annua saes, or less than
$100,000 in any state during that prior-year. Thisexemptionwould not, however, operateto
exempt asdler with less than $5,000,000 in prior-year gross annud saes for any obligation

to collect and remit sales or use taxes impaosed by the state in which that seller is located.

13. Appropriate protections for consumer privacy.

14. A single, uniform statewide salesand use tax rate and base on dll transactionson which asdes

or use tax isimposed.

15. For those states that impose a saes or use tax on digita products, an origin state default rule,
for transactions where the location of the customer is not disclosed during the transaction, that

permits the seller to rely upon information given by the customer during the transaction.
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16. Appropriate bright-line nexus standards for business activity tax nexus purposes that limit
business activity tax nexusto selers that lease or own substantial tangible persond property,
or have a number of employees or actud agents, in the taxing jurisdiction for more than 30

days during the taxable year.

17. Uniform dates, not to exceed two (2) in any cdendar year, on which changesto sdlesand use

tax rates may become effective, and a requirement that a state give at least 120 days notice

before any change in its sales or use tax rate becomes effective.

18. Allowsthe Untied States Court of Federad Claimsto resolve conflictsthat arise with regard to

interpretation of Smilar sdles and use tax provisons of the different Sates.

19. Such other features that will achieve asmplified and uniform saes and use tax system.

The ITFCisvery pleased that virtudly dl of these smplification pointsareincluded in the Wyden-

Leshy Bill (S. 288).

Of these 19 principles of amplification, two that are among the most important to the business

community are the two that state and local governments have opposed the most: One sales and



use tax rate and base per state, and nexus standards for business activity taxes. A third very
important principle, uniform definitions for goods and services, dso seemsto be avery difficult pill

for state and locd governments to swallow.

One Rate and One Base Per State

There are more than 7,600 different sdlestax jurisdictionsin the United Statestoday, each with its
own tax rate, and many with their own tax base and rulesand regulaions. | should aso note that
in 1967, when the Supreme Court ruled in National Bellas Hess that it was an uncondtitutiond
burden oninterstate commerceto require sdlestax collection in sateswherethe sdller did not have
aphysica presence, therewere*“only” 2,300 jurisdictionsto ded with. This proliferation of taxing

jurisdictions issymbalic of the ever-increasng complexity of theexisting sdlesand usetax systems.

In the State of Texas alone there are 1,109 separate city tax ratesand 119 county tax rates. In
addition, there are 67 “specid” tax jurisdictions, ranging from crime control digtricts to library
digtricts, 27 of these specid jurisdictions have geographica boundaries that do not correspond to
any city or county boundary. When combined with the Sate rate, this results in 1,296 different

taxing jurisdictions in the State of Texas?

1 Although Texas was used for illustration purposes here, there are severa states in which the
burdens imposed by the local taxing jurisdictions are significantly greater than in Texas.



Isit fair to require adirect marketer with presence only in Oregon to know which combination of
these 1,296 rates gpplies to every item of merchandise it sends to a customer in Texas, and then
to collect and remit the proper amount of tax to the Texas authorities, when that same direct
marketer is not required to collect any salestax on behdf of its home state of Oregor?? Add to
thisthe fact that thereisazero margin of error for thesdler: If thesdler under-collectsthetax from
its customer, the seller must pay thetax out of its pocket and is subject to interest and pendties by
the taxing authorities. If the seller over-collects the tax, it is subject to class action law suits from
its customers, aswell as consumer fraud actions from ate atorneys generd. This putsthe seller

in an untenable pogtion.

The sateswill argue that this problem can be fixed by using software that cd cul ates the gpplicable
sdestax rate by ZIP Code. We submit that thisis not an acceptable solution. There are hundreds
of fivedigit ZIP Codes acrossthe country inwhich thereare multi pletaxing jurisdictions, moreover,
there are scores of nine digit ZIP Codesin which thereis more than onetaxing jurisdiction. Thus,
evenif software existed that could provide an accurate nine digit ZIP Codefor every order placed
witharemote sdller, the sdler till might not be ableto accurately collect the proper amount of sdes

tax.

2 Oregon is one of five states in the country that does not have a sales tax.



It should also be noted that none of the proposed “ software solutions’ will dleviate the problems

faced by sdllers whose customers pay by check.

The states have suggested dternativesthat would usethe Census Bureau' s“FIPS’ Code, or would
create a unique 10-character coding scheme for each separate taxing jurisdiction.® None of this
very sophigticated technology exists today. However, under the best of circumstances, forcing
remote sdllersto collect tax for 7,600 different taxing jurisdictionswill saddle interstate commerce
with subgtantid burdens. The ITFC bdieves that Congress should do everything in its power to

eliminate undue burdens on this vital ssgment of Americal's economy.

In 1999, the National Tax Association (“NTA”) conducted a Communications and Electronic
Commerce Tax Project, the precursor to the ACEC, which included dl the mgjor state and local
government organizations and eectronic commerce industry trade associations. The only tax
reformmeasureto recelve unanimous agreement from the Project’ sparticipantswas“ Thereshould
be one rate per state which would gpply to al commerce involving goods or services that are

taxablein that gate”

Some have recommended that there be onerate per state for remote commerce only, and that in-

state businesses continue to collect al of the locd jurisdictions taxes. The NTA Project

% For example, aremote seller sending merchandise to a customer who lives in the Dripping
Springs Community Library Digtrict in Texas would need to know that the customer lives in Tax
Jurisdiction Number 48DL121424.



participants consdered, and regected, thisproposd. The ITFC agreesthat such aproposd isill-

advised for the following reasons:

The ITFC strongly advocates “channel neutrdity” in the trestment of commerce. To achieve
channd neutrality, and to avoid favoring one business medium over another, the sdes tax rate
gpplicable to aparticular item must bethe sameregardliess of whether the purchasewas madefrom

an Internet vendor or from an in-state brick and mortar store.

The ITFC dso strongly believes that there should only be one tax base per sate. Allowing loca
juridictions within agtate to separately determine the taxability of items soldin, or shipped to, their
jurisdictions adds immeasurable confusion and complexity. |If the State of Colorado exempts
widgets from sales tax, the City of Denver should not be dlowed to impose asdes or usetax on

that same widget.

Congress has a duty under the Commerce Clause to facilitate the flow of commerce among the
states. Incorporated in thisduty isCongress responghility to limit theimpogtion of barriersto the
free flow of commerce. Insgting that there be no more than one tax rate and one tax base per
state, for all typesof commerce, beforerequiring remote sallersto collect sdestax in tateswhere
they lack a physical presence is wholly consstent with Congress' duty under the Commerce

Clause.



Busness Activity Tax Nexus

Determinations of thejurisdictiontoimposeatax should be governed by onefundamentd principle:
agovernment has the right to impose economic and administrative burdensonly on taxpayersthat
receive meaningful benefits or protectionsfrom that government. In the context of busnessactivity
taxes?, this guiding principle means that businessesthat are not physicaly present in ajurisdiction,
and are therefore not receiving sgnificant tangible benefits or protections from the jurisdiction,

should not be required to pay abusness activity tax to that jurisdiction.

In its Commerce Clause jurisprudence, the Supreme Court has ruled that a business must have
“subgtantid nexus’ in agate before a Sate can congtitutiondly subject that business to its taxing
power. For purposes of requiring a business to collect a state’ s sales and use tax, the Supreme

Court hasruled that substantia nexus requires “ physica presence’ in the Sate.

Although the Supreme Court has not had occasionto addresstherequisitelevel of nexusfor astate
to impose a business activity tax, severd state courts have addressed the issue. Many of these

state courts have affirmed that the nexus standard for business activity taxes can beno lessthanthe

4

“Business activity tax” refersto tax imposed directly on businesses and not generally passed
directly on to consumers. These include corporate income taxes, franchise taxes, single business
taxes, capital stock taxes, net worth taxes, gross receipts taxes, use taxes and business and
occupational taxes.

10



“physcd presence’ standard for collection of sales and use taxes. For example, one state court
has held that the retention of credit cards by an out-of-gtate credit card issuer was insufficient to
gve the issuer physica presence for state income tax purposes. Unfortunately, courts in some

states have reached the opposite conclusion.

Litigationand uncertainty in thisareacontinueto proliferate. If remote sellersarerequired to begin
collecting and remitting sdestax in every state, then those sateswill have aroad map by which to
aggressively pursue these same sellers for business activity taxes. Many small and medium-sized

sdlerslack the resources to challenge spurious clams for sate income taxes.

If Congressisgoing to exerciseits authority under the Commerce Clause to require remote sdllers
to collect sdestax in gates where they have no physica presence, then Congress should, at the
sametime, protect those sdllersfrom being subjected to business activity taxesin those same states.
The manner in which to providethis protection to business, and to put and end to the litigation and
uncertainty, isfor Congress to enact a bright line nexus standard that requires physica presence

in astate before a company can be subjected to a state' s business activity tax.

All Sdlers Should Receive a Reasonable Callection Allowance

11



We bdievethat dl sdllers should receive a reasonable collection dlowance to compensate them

for the cogts they incur in collecting sales tax.

Obvioudy, themoresmplification measuresthat are enacted, the morethe collection costsincurred

by sdlerswill be reduced, thus reducing the amount of collection alowance that will berequired.

Studies have shown that the average cost to collect saes tax exceeds 3% of the amount of tax
collected. Of the 45 dtates with a sales tax, however, only seven provide for an uncapped
collection dlowance of greater than 1%. For acompany like Federated, this amounts to tens of
millions of dollars a year in expenses we incur to serve as atax collector for the states. This
number will dearly grow if we areforced to collect tax on behdf of every statein the country. For
smdler busnesses, and for those with tight budgets, the unreimbursed cost of collecting saes tax
isyet one more large straw on the came’sback. In today’s economic times, it could be the fatal

Straw for many companies.

Severa membersof the businesscommunity have approached representativesfrom state and local
government about jointly commissioning a new, independent study to determine the cost of
collecting sdestax. We are hopeful that the public sector will join us so that we may quickly get
this study underway. Such a study should prove very helpful to Congress in determining the

amount of collection alowance to which sdlers are entitled.



Congress Mus Provide the Framework for Simplification

The Commerce Clause vests in Congress the authority to regulate interstate commerce, and to
guard againgt interference with interstate commerce. Thisisaserious responghility that Congress

should not abdicate to the states.

For this reason, ITFC bedievesit isincumbent upon Congress to (1) establish the parameters of
amplificationand uniformity that must be enacted before satesare giventheright to requireremote
slers to collect ther tax, and (2) review and evduae the measures which the dates
enact—befor e granting them extended tax collection authority—to ensure that the States actualy

have met the Congressionally mandated standards.

The gates have begun efforts to smplify their sdes tax sysems. Beginning in March, 2000, an
ever-growing number of gate tax adminigtrators has been working on the Streamlined Sales Tax
Project (“SSTP’). The SSTP was formed to develop measures to design, test and implement a
sales and use tax system that radicaly smplifies sales and use taxes. The ultimate god of the
Project isto develop asmplified sdestax under which remote sdllerswithout apresencein astate
will voluntarily agree to collect sdes tax on their sdes into that state. In December, 2000, the

SSTP released amodd act and modd agreement that it encouraged its member states to adopt.
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The various gate tax adminigtrators who have been involved in the Project have worked tirdesdy
to accomplish their god. They have included in their work product some of the important tax
amplificationstandardsthat areincluded in S. 288. Moreover, the SSTP proposasinclude many
elements of tax amplification that will be beneficid to brick and mortar sellersin collecting the tax

in the states where they do business. On behdf of the ITFC, | applaud them for their efforts.

Before Congress authorizes the states to require remote sdllers to collect tax in states where they
lack aphysical presence, the sales and use tax laws must be substantially smplified and made
more uniform. The sdestax system developed by the SSTP, however, fdlsinto the category of
“amplification light.” Whileit dleviates some burdens on dl sdlers, it would nonethelessresult in
undue burdensoninterstate commerceif dl sellerswererequired to collect in every state under this

system.

Some of the particular shortfalls of the SSTP proposd include: (1) fallure to require only one tax
rate per state”, (2) failureto cal for business activity tax nexus standards, and (3) failureto provide

ample definitions for items like “cothing.”

In January, 2001, the Nationa Conference of State Legidatures (“NCSL”) met to discuss the
legidationproposed by the SSTP. The NCSL was unhappy with severa provisonsinthe SSTP's

find proposals, so it made severa sgnificant modifications and created its own version of amodel

® The SSTP cals for one tax base per state beginning in 2006.
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act and agreement. In particular, the NCSL version does not call for one tax base per state, and

eiminated virtudly dl of the common definitions included in the SSTP modd.

If the SSTP' s proposal represented a first step toward the kind of smplification the business
community believes could lead to a reduction in compliance burdens, the NCSL’s proposal

represents a step backwards.

The stated purpose for the NCSL’ s actions was to be able to have modd legidation that would
be likely to passin many Statelegidaturesthisyear. Inour view, the god should not beto propose
legidationthat will passjudt for the sake of passing. The god must beto achieve smplification and
uniformity that will subgtantiadly reduce, not merely maintain, the current undue burdensoninterstate

commerce.

Theresultisthat there are now competing versons of salestax smplification billspending in severa
State legidatures. According to the SSTP's web site, as of March 1, 2001, eight® states were
consderingthe SSTP smodel legidation, eight stateswere consderingtheNCSL verson, and two
states were congdering separate modified legidation. (A printout of this portion of the SSTP's

web gteis atached as Exhibit A.)

¢ This includes Wyoming, which enacted the SSTP version.
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For atopic in which the god is tax uniformity, this smacks of chaos, and in our opinion dearly

underscores the need for Congressiond oversight of this process.

Congress Should Extend the Moratorium and Ban Taxes on Internet Access

As Senators Wyden and Leahy have proposed in S. 288, the moratorium contained in the Internet
Tax Freedom Act on multiple and discriminatory taxes on eectronic commerce should be

extended, and taxes on Internet access should be permanently banned.

The purposes of the moratorium were to (1) ensure that the rules that apply to other forms of
remote commerce aso gpplied to eectronic commerce, and (2) alow timefor the ACEC to study
ways to smplify the current complex state sdles and use tax systems. The Internet Tax Freedom
Act has never prevented the states from collecting sales and use tax otherwise due on goods and

services purchased over the Internet.

Allowing the moratorium to expire would send asignd to the states that it is now permissible for
them to treat eectronic commerce differently from transactions using other channels. Extending
the moratorium on discriminatory taxes thus is essentia to ensuring neutrd tax trestment for
electronic commerce going forward. The fact that state and local government groups opposethe
moratorium suggests that they are poised to assart that the nexus rules that gpply to mail order
transactions do not apply to Internet transactions. If thisis not the position of the state and local

governments, then they have nothing to fear from an extenson of the moratorium.
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The ITFC aso supports Senators Wyden and Leahy in their effortsto permanently ban saestax

on Internet access charges. A mgority of the ACEC recommended a similar ban.

The Internet has been atremendous growth enginefor our economy. Accessto thisvery important
medium should not be burdened with taxes. Moreover, imposition of salestaxeson Internet access
will have a deterrent effect on the ability of lower income familiesto use the Internet. Elimination

of these taxeswill help to close the so-cdled digitd divide.

The Sky IsNot Faling

During the past three years, many of my felow retalers, as well as representatives from the
shopping center industry, state and local government and others, predicted that therewould bean
explosve growth of dectronic commerce, and that it would be detrimental to ther interests.
Remarkably, they argued to the ACEC and to Congress that if e ectronic commerce were not
saddled with the complex tax collection burdens, it could spdll the end of traditiona brick and
mortar retail as we know it today. Some of the most passionate testimony in this regard was

delivered to this very Committee in its hearing last April.

17



Although | have alot of respect and admiration for my fellow retailers, thisis one instance where
they were wrong: The sky is not falling on brick and mortar retailers. Many of the once feared
“dot-com’'s’ have become “dot-bombs.” The demise of E-Toys is just one example of many
recent failuresin the eectronic commerce world. Our weskening economy is having a profound

negetive impact on the fledgling e ectronic commerce sector.

Allowing state and local governments to unleash economic anarchy in the current environment
could have long term, devastating effects on the economy, business and employment. We believe
it is critical for Congress to protect this vita segment of our economy from potentidly fatd tax
burdens by extending the moratorium againgt discriminatory taxes, and by demanding thet the Sates
sgnificantly smplify their sdlestax systems before being alowed to require remote sellersto collect

thalr tax.

Conclusion

The labyrinth of sdles and use tax systems in existence today is entirely too complex. State and
locd governments should not be permitted to export their burdensome tax collection obligations
on remote sdllers that do not have a physical presence in the sate. The States should only be
granted the authority to require remote sdllers to collect their sales and use tax in a manner that

does not interfere with, or place undue or discriminatory burdens on, interstate commerce.
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To achievethisresult, Congress must establish the parameters under which the state sdesand use
tax systems should be substantidly smplified and made more uniform. Congress must then
evduatethesates effortsto besurethat therequisitelevel of amplification and uniformity hasbeen
atained. Only then should Congress grant the states the broad tax collection powers they now

seek.

In addition, Congress should act now to extend the moratorium and to permanently ban Internet

access charges.

| Sncerely appreciate the opportunity to testify before you today, and | will be happy to answer

any questions.
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